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T-fl  PART  I:  INTRODUCTION 

,       The  Omnibus  Trade  and  Competitiveness  Act  of  1988  (P.L.  100- 
^''  418)  contains  numerous  reporting  requirements,  including,  in 
Section  1641,  a  requirement  for  an  Annual  Trade  Projection 
Report. 

The  report  is  to  include:  a  review  and  analysis  of  key 
economic  developments  in  countries  and  groups  of  countries  that 
are  major  trading  partners  of  the  United  States;  projections  for 
developments  in  various  macroeconomic  variables  in  the  reporting 
year  and  the  following  year;  conclusions  and  recommendations  for 
policy  changes  to  improve  the  outlook;  and,  a  discussion  of  the 
impact  on  U.S.  trade  of  market  barriers  and  other  unfair 
practices. 

The  legislation  specifies  that  the  report  is  to  be  prepared 
jointly  by  the  Treasury  Department  and  the  Office  of  the  United 
States  Trade  Representative,  in  consultation  with  the  Chairman  of 
the  Board  of  Governors  of  the  Federal  Reserve  System.   The  report 
is  to  be  submitted  on  March  1  of  each  year  to  the  Senate  Finance 
Committee  and  the  Ways  and  Means  Committee  of  the  House  of 
Representatives . 

Part  II  of  this  report  reviews  macroeconomic  developments  in 
1991  in  countries  or  groups  of  courrtries  that  are.   major  trading 
partners  of  the  United  States,  as  well  as  key  recent  developments 
in  the  U.S.  economy.   Part  II  also  reviews  policy  developments  in 
the  industrial  countries.   Part  III  presents  projections  of  main 
macroeconomic  variables  for  1992  and  1993  with  respect  to  the 
same  countries  and  country  groups.   Both  parts  discuss  economic 
growth,  trade  and  current  account  developments.   Part  IV 
discusses  policy  issues;  and  Part  V  covers  the  impact  on  U.S. 
trade  of  market  barriers  and  other  unfair  practices.   Par-tfBff/tffV 
were  prepared  by  the  Treasury  Department;  Part  V  was  P^^ffQQf^ strko 
the  Office  of  the  Trade  Representative.   Four  tables  at  the  eHs''^ 
of  the  report  include  forecasts  for  1992  and  1993.     ^pp  p^  iqqc 

Readers  are,  in  addition,  referred  to  the  Treasury 
Department  s  semi-annual  Report  to  Congress  on  Intigp^$^ftya^£pAnj|>i|-j^y 
Economic  and  E-^hanae  Rate    '  icv.   hich  ^iscusses  key  issues,     •'■'^' 
including  exch^  -e  rate  de-    pmer    in   ansiderable  d'->th  and 
provides  a  mor   .retailed  r    ::w  ol    por:  nt  recent  hif   rical 
trends.   That  ..port  is  al-   prepa  a  pursuant  to  the  c  .iibus 
Trade  and  Cor  atitiveness  Act  of   dS. 
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PART  II:  REVIEW  OP  DEVELOPMENTS  IN  1991 

A.   Industrial  countries 

The  macroeconomic  performance  of  the  major  industrial 
countries  in  1991  was  characterized  by  sluggish  growth  and 
falling  inflation.   The  current  account  surplus  in  Japan  rose 
substantially,  the  U.S.  deficit  fell  sharply  and  Germany  moved 
from  large  surplus  into  moderate  deficit. 

Overall  economic  growth  in  the  industrial  countries  was  slow 
throughout  the  year.   However,  this  generalization  masks  wide 
differences  among  countries  in  growth  rates  and  trends.   Several 
important  countries,  including  the  United  States,  Canada,  and  the 
United  Kingdom,  began  1991  in  recession,  but  started  to  recover 
in  the  second  or  third  quarters.   These  recoveries  were  weak, 
however,  and  in  the  case  of  the  United  Kingdom  output  fell  again 
in  the  fourth  quarter.   By  contrast,  Germany  and  Japan  were 
booming  as  the  year  began,  but  later  slowed  down. 

A  quarter  by  quarter  examination  of  1990  and  1991  shows 
that,  for  the  industrial  countries  together,  the  fourth  quarter 
of  1990  was  the  worst  single  quarter  of  the  recent  slowdown. 
Compared  with  this  qxiarter,  every  qu<«rter  in  L991  was  better. 
But  on  an  annual  basis,  1991  was  worse  than  1990;  aggregate 
industrial  country  growth  slowed  from  2.4  percent  in  1990  to  only 
0.6  percent  in  1991. 

1.  United  States 

a.   U.S.  Growth  and  Price  Performance 

The  U.S.  economy  began  1991  in  recession.   A  recovery 
appeared  to  be  getting  underway  in  the  second  quarter,  but  the 
second,  third  and  fourth  quarters  were  all  quite  weak.   On  an 
annual  average  basis,  real  GDP  fell  by  1.2  percent. 

For  1991  as  a  whole,  weak  demand  was  most  apparent  in  the 
area  of  residential  and  nonresidential  investment,  which  in  real 
terms  were  down  by  12.6  percent  and  7.0  percent,  respectively, 
compared  with  1990.   Personal  consumption  expenditures,  which 
account  for  two-thirds  of  all  spending,  also  fell  in  real  terms, 
but  only  slightly.   The  decline  mainly  reflected  sharply  lower 
spending  on  durable  goods,  especially  motor  vehicles.   Spending 
on  services  rose.   As  usual  in  a  recession,  inventory  investment 
declined.   Increased  real  demand  was  registered  by  federal, 
state,  and  local  governments.   Particularly  noteworthy  was  the 
increase  in  real  net  exports:  exports  of  goods  and  services  rose 
by  5.8  percent,  while  imports  were  roughly  unchanged. 

Quarter  by  quarter,  a  variety  of  patterns  are  evident  in  the 
different  demand  components.   Nonresidential  investment. 


especially  construction,  remained  a  drag  on  growth  for  the  entire 
year,  but  residential  investment,  following  a  very  bad  first 
quarter,  began  to  pick  up  in  the  second  quarter.   Personal 
consumption  expenditures  showed  signs  of  life  in  the  second  and 
third  quarters,  but  stagnated  in  the  fourth  quarter.   Net  exports 
of  goods  and  services  showed  considerable  quarter-to-quarter 
volatility.   In  the  first  quarter,  the  balance  improved  because 
imports  fell  more  than  exports.   Thereafter,  exports  grew 
strongly  in  every  quarter,  while  imports  grew  substantially  in 
the  second  and  third  quarters,  but  slowed  in  the  fourth  quarter. 
Finally,  federal  government  purchases  worked  against  the  general 
pattern,  rising  sharply  in  the  first  quarter  when  the  Desert 
Storm  effort  was  underway,  barely  increasing  in  the  second 
quarter,  and  then  falling  in  the  final  two  quarters. 

The  fall  in  real  GDP  in  the  first  quarter  of  1991,  like  an 
even  larger  decline  in  the  fourth  quarter  of  1990,  may  be 
explained  by  the  effects  of  the  Persian  Gulf  crisis,  which 
resulted  in  heightened  uncertainty,  a  rise  in  oil  prices,  and  a 
precipitous  drop  in  consumer  confidence.   The  interesting 
question  is  why,  after  getting  underway  in  the  second  quarter, 
did  the  recovery  not,  as  widely  expected  at  the  time,  gather 
speed  in  the  third  and  fourth  quarters,  but  instead  lose 
momentum . 

Analysts  have  yet  to  reach  a  clear  emswer,  but  one  general 
factor  that  played  a  role  was  the  development  of  a  number  of 
imbalances  during  the  long  economic  expansion  in  the  1980s. 
During  that  period,  demographic  factors  and  the  enhanced 
borrowing  possibilities  created  by  financial  market  deregulation, 
led  to  a  large  increase  in  household  debt.   This  overhang  of  debt 
hindered  a  recovery  of  consumer  spending  and  house  buying 
following  the  Gulf  War.   Moreover,  especially  strong  demand  for 
houses  in  the  late  1980s  pushed  up  house  prices.   Later,  when 
house  prices  began  to  rise  more  slowly  and  in  some  regions 
actually  declined,  they  were  only  returning  to  a  more  normal 
relation  with  household  income.   However,  disappointed  homeowners 
felt  poorer  and  became  much  less  confident  in  1991  about  taking 
on  new  debt. 

The  long  expansion  also  led  to  overbuilding  of  commercial 
buildings,  preventing  this  sector  from  contributi-g  to  the 
recovery.   When  the  recession  began,  loan  defaults  by  builders, 
combined  with  regulatory  requirements  that  banks  increase  their 
capital,  may  have  impaired  the  ability  of  financial  institutions 
to  make  new  loans. 

Also  contribu*  ig  to  the  weakness  of  the  recovery  were  the 
declines  in  Federa-  . overnment  purchases  in  the  final  two 
quarters  of  1991.   Tt'.ese  declines  were  in  part  due  to  the  end  of 
)peration  Desert  Stcrm. 


Recessions  are  usually  accompanied  by  falling  inflation,  and 
the  recent  U.S.  recession  was  no  exception.   U.S.  consumer  price 
inflation  in  1991,  at  4.3  percent  (year/year),  was  the  lowest 
since  1986.   As  in  1986,  declining  oil  prices  played  a  role  in 
the  improvement.   But  even  so-called  core  inflation,  which 
excludes  volatile  food  and  energy  prices,  improved  slightly. 

b.   U.S.  Trade  and  Current  Accounts 

Balance  of  payments  data  for  1991  show  that  the  U.S.  trade 
deficit  declined  by  $35.4  billion  between  1990  and  1991.   Major 
factors  in  this  fourth  straight  year  of  deficit  reduction  include 
lower  oil  prices,  a  strong  U.S.  competitive  position,  and  import 
moderation  in  the  first  half  of  the  year  and  again  in  the  fourth 
quarter . 

Special  factors  and  buoyant  services  exports  caused  the 
current  account  deficit  to  fall  by  even  more  than  the  trade 
account.   By  this  broad  measure,  the  U.S.  deficit  declined  by 
$86.7  billion  in  1991,  to  $3.7  billion.   However,  the  reduction 
was  exaggerated  by  $42.5  billion  of  extraordinary  cash  inflows 
from  allies  in  support  of  Desert  Storm  —  $22.7  billion  in  the 
first  quarter;  $11.6  billion  in  the  second;  $4.6  billion  in  the 
third;  and  $3.6  billion  in  the  fourtii.   Excluding  these  flows, 
the  1991  current  account  deficit  would  have  been  approximately 
$46  billion. 

Since  U.S.  external  adjustment  first  produced  tangible 
results  in  1987,  the  improvement  in  the  trade  balance  has  been 
broadly  distributed  in  a  geographical  sense.   Approximately  half 
of  the  total  deficit  reduction  ($86.1  billion  between  1987  and 
1991)  reflects  shifts  in  the  pattern  of  our  trade  with  Western 
European  countries  —  particularly  Germany,  with  whom  our  deficit 
dropped  from  $15.4  billion  in  1987  to  $5.3  billion  in  1991.   A 
particularly  large  change  occurred  in  our  trade  with  Japan;  the 
U.S.  trade  deficit  dropped  by  22  percent,  from  almost  $57  billion 
in  1987  to  a  still  large  $44.3  billion  in  1991.   A  $29.7  billion 
improvement  in  our  trade  balance  was  achieved  with  developing 
countries  in  Africa  and  Asia  despite  a  $9.9  billion  increase  in 
our  deficit  with  the  People's  Republic  of  China. 

A  significant  component  of  the  1987-1991  adjustment  involved 
large  increases  in  U.S.  exports  to  developing  countries  —  $2  8.3 
billion  to  Latin  American  and  other  western  hemisphere  countries; 
$21.6  billion  to  the  Newly  Industrialized  Economies  (NIEs)  in 
East  Asia;  and  $40.7  billion  to  other  Non-OPEC  countries  in  Asia 
and  Africa. 

Even  the  most  casual  inspection  of  U.S.  trade  statistics 
will  reveal  that  correction  of  the  trade  deficit  involved  very 
moderate  growth  in  imports  from  1987  through  1991  (19.4  percent) 
while  exports  grew  by  an  extraordinary  66.2  percent  over  the  same 


period.   Outstanding  results  were  achieved  by  exporters  of 
capital  goods  (other  than  autos)  who  managed  to  increase  their 
sales  to  non-residents  by  about  80  percent  over  this  period. 

2 .   BconoBlc  D«v«lopm«nts  In  Othar  industrial  Countrlas 

a.   Growth  and  Inflation  Trends 

Real  GDP  growth  in  foreign  industrialized  countries  (OECD 
members  excluding  the  United  States)  continued  to  decelerate  in 
1991,  falling  from  3.4  percent  in  1990  to  2.0  percent.   Inflation 
also  declined  in  many  foreign  countries  (with  Germany  an 
important  exception) . 

In  Canada,  the  economy  normally  is  strongly  influenced  by 
conditions  in  the  United  States,  since  this  country  is  the 
destination  of  three  quarters  of  Canadian  exports,  with  a  value 
equal  to  more  than  20  percent  of  Canadian  GDP.   In  accordance 
with  the  usual  pattern,  in  1991  the  Canadian  economy  mirrored  the 
U.S.  economy,  emerging  from  recession  in  the  second  quarter,  but 
slowing  again  in  the  third  and  fourth  quarters.   Because  of  the 
contraction  in  the  first  quarter  and  barely  positive  growth  in 
the  third  and  fourth  qui  ters,  GDP  for  199 1  as  a  whole  fell  by 
1.7  percent.   Measured  .  -lation  begar  tha  year  with  a  boost  from 
the  introduction  in  Janv -ry  of  the  Goods  and  Services  Tax. 
Thereafter,  cons\imer  price  inflation  decelerated  sheurply,  and  in 
the  fourth  quarter,  prices  actually  fell.   For  1991  as  a  whole, 
however,  because  of  the  early  price  increases,  the  inflation  rate 
rose  to  5.6  percent. 

In  Western  Europe,  overall  conditions  are  influenced 
strongly  by  developments  in  Germany.   There,  heavy  government 
spending  associated  with  reunification  was  countered  by 
progressively  tighter  monetary  pol  ry.   In  addition,  social 
security  taxes  were  increased  in  A  ril,  and  an  income  surtax  was 
imposed  in  July.   The  combination  of  tight  monetary  policy, 
working  directly  through  high  interest  rates  and  indirectly 
through  the  exchange  rate,  and  tax  increases  gradually  took  its 
toll  in  western  Germany.   Following  a  very  strong  first  quarter, 
western  GNP  fell  in  each  of  the  '^  nal  three  quarters. 
Technically,  therefore,  western    -ma.  y  was  in  recession. 
Nevertheless,  GNP  for  the  year      by  3.6  percent.   Shortages  of 
labor  of  certain  types  and  in  s    regions,  ar.  well  as  strong 
wage  demands  Y      i:  ions,  caused     s  to  rise  »  /  some  ''  perc-z^.t. 
This  lifted  c:   omer  price  inf     .n  from  2.7  percer   in  199  0  to 
3.5  percent  ir.  i991,  putting  l    -.ny  at  odds  with  the  trend  to 
lower  inflation  in  most  other  industrial  countries. 

In  eastern  Germany,  the  teir   :ar  •  dislor  ttions  associated 
•ith  moving  from  a  centrally  planned    a  ma  e~  economy  caused 
IP  to  fall,    r  a  second  year  in  a  rc«. 


The  United  Kingdom  fell  into  recession  in  1990  as  a  result 
of  tight  monetary  policy  which  was  intended  to  reduce  high  U.K. 
inflation.   In  1991,  GDP  posted  its  steepest  decline  —  2.2 
percent  —  in  any  single  year  in  the  postwar  period.   But  retail 
price  inflation  came  down  sharply,  from  9.5  percent  in  1990  to 
5.9  percent  in  1991. 

In  France,  as  in  the  United  States,  the  Gulf  crisis  caused 
the  economy  to  contract  in  the  fourth  quarter  of  1990.   But 
booming  exports  to  its  neighbor,  Germany,  prevented  a  recession, 
and  growth  resumed  in  the  first  quarter  of  1991.   In  following 
quarters,  growth  gathered  additional  momentum,  but  was  still 
sluggish  at  year-end.   For  1991  as  a  whole,  GDP  expanded  by  only 
an  estimated  1.2  percent.   This  was  too  slow  to  absorb  the 
growing  labor  force,  and  unemployment  rose  almost  continuously 
throughout  the  year.   On  the  inflation  front,  prices  rose  only 
about  3.1  percent  in  1991.   This  was  the  best  inflation 
performance  among  the  G-7  countries,  and  the  third  best  among 
OECD  countries  (after  Denmark  and  New  Zealand) .   Moreover,  for 
the  first  time  in  18  years,  French  inflation  was  below  German 
inflation. 

Italian  GDP  followed  a  pattern  somewhat  similar  to 
Germany's:  strong  in  the  first  quarter  and   weaker  thereafter. 
For  the  whole  year,  growth  was  only  an  estimated  1.4  percent. 
The  weakest  area  was  investment,  which  declined,  causing  overall 
industrial  production  to  fall  as  well.   Despite  sluggish  growth, 
inflation  increased  slightly,  to  6.4  percent. 

Japan,  also  like  Germany,  began  1991  with  a  strong  first 
quarter,  but  slowed  abruptly  in  the  second  quarter.   For  the 
year,  GNP  grew  4.4  percent.   Most  of  the  slowdown  was  caused  by 
slumping  investment,  particularly  in  housing.   Business 
investment  also  weakened  due  to  falling  returns,  after  several 
years  of  very  high  investment;  and  the  financial  troubles  of 
lenders.   Inflation  peaked  in  the  first  quarter,  and  consumer 
prices  rose  3.3  percent  for  the  year. 


b.   Trade  and  Current  Account  Developments 

Outside  the  U.S.,  major  developments  in  1991  were  a  $37 
billion  increase  in  the  Japanese  current  account  surplus  (to 
almost  $73  billion)  and  a  $67  billion  shift  in  the  (unified) 
German  current  account  balance,  from  surplus  to  deficit. 

Germany,  in  the  midst  of  reunification,  experienced  rapid 
import  growth  and  export  stagnation  but  in  Japan,  the  opposite 
case  was  observed.   Lower  oil  import  prices  and  a  slowdown  in 
domestic  activity  kept  imports  flat  (on  a  customs  clearance 
basis)  while  exports  grew  by  9.6  percent  or  $27.6  billion.   The 
increase  in  Japan's  current  account  (and  trade)  surplus  did  not 
involve  a  large  increase  in  its  trade  surplus  with  the  U.S.:  our 
bilateral  trade  deficit  with  Japan  increased  by  only  $2.5  billion 
in  1991. 

In  addition,  two  special  factors  had  powerful,  but  largely 
offsetting,  effects  on  Japan's  1991  current  account  surplus. 
First,  Desert  Storm  transfers  added  about  $9  billion  to  outward 
transfers.   Second,  Japan's  decision  to  use  an  unconventional 
balance  of  payments  treatment  of  certain  portfolio  investment- 
related  gold  purchases  and  sales  had  the  effect  of  lowering 
surpluses  (by  raising  imports)  in  1989  and  1990  but  raising  them 
in  1991  by  an  estimated  $13.7  billion. 

In  Germany .  the  strains  of  rexinification  put  (unified) 
Germany's  current  account  into  deficit  durir i  the  first  half  of 
1991  although  reunification  effects  began  to  appeeu:  as  early  as 
the  second  half  of  1990;  reunification  was  the  main  cause  of  the 
fall  in  the  1990  current  account  surplus  (by  $10  billion  to  $47.2 
billion)  compared  with  the  previous  year.   A  further  very  large 
shift  ($67  billion)  from  surplus  to  deficit  followed  in  1991, 
resulting  in  a  deficit  of  $19.8  billion. 

Strains  due  to  reunification  manifested  themselves  in  a 
variety  of  ways  during  1991.   (1)  Eastern  German  exports  dropped 
by  half  in  1991  compared  with  1990  because  of  the  dissolution  of 
the  Eastern  European  trading  arrangement  called  the  Council  for 
Mutual  Economic  Assistance  (CMEA)  and  inability  to  compete  in 
western  markets.   (2)  Even  though  output  and  employment  in 
eastern  Germany  fell  following  reunification,  income  held  up  well 
because  of  transfers  from  western  Germany:  pensions  were  in- 
creased and  unemployment  benefits  were  liberal.   This  income,  and 
a  preference  for  western  goods,  produced  a  consumption  boom 
partially  satisfied  by  imports.   (3)  Eastern  German  demand 
absorbed  west  German  productive  capacity  previously  devoted  to 
the  export  market;  this  cut  exports. 

Initially,  demand  for  western  goods  in  eastern  Germany 
stimula'  :id  western  German  imports  of  machinery  and  equipment,  but 
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this  lasted  only  through  the  first  quarter  of  1991.   Starting  in 
the  second  quarter  of  1991,  high  wage  increases,  fewer  foreign 
orders,  rising  interest  rates  and  bottlenecks  in  critical  sectors 
(construction,  engineering)  led  to  an  investment  slowdown  in 
western  Germany.   This  rather  quickly  moderated  demand  for 
imported  machinery  and  equipment. 

More  moderate  changes  occurred  in  the  external  balances  of 
the  other  G-7  countries  in  1991.   Substantial  increases  in 
exports  to  unified  Germany  were  offset  by  imports  from  "he  United 
States,  Japan,  and  elsewhere.   The  French  current  account 
improved  by  $3.8  billion  in  1991  (excluding  a  $5  billion  debt-to- 
grant  conversion  undertaken  by  the  French  Government  which  it 
declined  to  include  either  in  the  current  account  or  the  capital 
account)  because  imports  expanded  along  with  exports.   The 
largest  change  affected  the  UK,  where  the  current  account  deficit 
fell  from  $30.4  billion  in  1990  to  $11.2  billion  in  1991,  as  real 
domestic  demand  fell  3.2  percent.   The  Canadian  deficit  increased 
by  $3.5  billion,  while  all  the  smaller  OECD  countries  taken 
together  showed  an  estimated  $3.0  billion  increase  in  their 
collective  current  account  deficit. 

c.   Macroeconomic  Policy  Developments 

In  recent  years,  macroeconomic  policies  in  most  industrial 
countries  have  become  more  restrictive,  sometimes  at  the  expense 
of  economic  growth.   Fiscal  policy  has  been  directed  to  reducing 
budget  deficits,  slowing  the  growth  of  government  indebtedness, 
reducing  upward  pressures  on  interest  rates  from  government 
borrowing,  and  redressing  savings-investment  imbalances. 
Monetary  policy  has  been  directed  at  reducing  inflation  and 
influencing  currency  exchange  rates. 

Macroeconomic  policies  have  sometimes  been  conducted  with 
little  regard  to  the  stage  of  the  business  cycle.   For  instance, 
in  1991,  as  the  downturn  caused  revenues  to  fall,  some 
governments  sought  to  hold  down  their  budget  deficits  by  raising 
taxes  and  cutting  expenditures,  thereby  exacerbating  the 
downturn. 

Among  the  most  successful  countries  in  fiscal  consolidation 
is  Japan.   A  longstanding  goal  of  the  government  has  been  to 
eliminate  the  deficit  of  the  central  government.   In  1991,  the 
deficit  was  equal  to  only  0.6  percent  of  GDP.   However,  the 
"central  government"  account  does  not  include  the  social  security 
system,  which  ran  a  large  surplus.   Combining  the  central 
government,  social  security,  and  local  governments  shows  a 
general  government  surplus  equal  to  3.0  percent  of  GDP. 

Also  relatively  successful  in  holding  down  the  government 
budget  deficit  has  been  France.   In  1991,  the  deficit  of  the 
central  government  (excluding  the  social  security  system)  was 


only  2.0  percent  of  GDP.   This  outcome  was  achieved  by  cutting 
planned  expenditures  and  raising  taxes. 

Despite  disappointing  economic  growth  in  1991,  Italy^s 
central  governiLent  sector  deficit  turned  out  to  be  the  same 
percentage  of  GDP  (10.7  percent)  as  in  1990.   This  still  left 
Italy  with  by  far  the  largest  budget  deficit  ratio  of  any  major 
industrial  country. 

In  two  countries,  Canada  and  the  United  Kingdom,  recession 
caused  central  government  budget  deficits  to  increase,  to  4 . 4 
percent  and  1.7  percent  of  GDP,  respectively.   These  increased 
deficits  demonstrate  the  working  of  so-called  automatic 
stabilizers  —  falling  revenues  and  rising  expenditures  for  such 
things  as  unemployment  benefits  —  that  automatically  make  fiscal 
policy  more  expansionary  during  a  recession. 

Finally,  in  Germany,  the  rising  deficit  mainly  reflected 
increased  spending  associated  with  unification.   The  all-German 
public  sector  borrowing  requirement  rose  from  about  3  percent  of 
GNP  in  1990  to  about  5  percent  in  1991.   Some  limited  actions 
were  taken  to  hold  down  the  deficit  in  1991,  including  minor 
reductions  in  subsidies,  an  increase  in  the  social  security  tax 
in  April,  2md  imposition  of  a  one-year  7.5  percent  income  teix 
surcharge  in  July. 

Because  of  political  and  economic  constraints  on  the  use  of 
fiscal  policy  in  many  countries,  monetary  policy  is  now  the  chief 
macroeconomic  instrument  for  controlling  total  demand  in 
industrial  economies.   In  1991,  national  monetary  policies  can  be 
placed  in  four  groups:  the  1990  recession  countries,  Japan, 
Germany,  and  other  Western  European  countries.   The  1990 
recession  countries  include  the  United  States.  Canada,  the  United 
Kingdom.  Australia,  and  New  Zealand.   To  promote  recovery, 
monetary  policy  in  these  countries  was  eased  dur .ng  1991. 

Japan  was  a  case  by  itself.   It  can  be  said  to  have  entered 
a  "growth  recession"  (growth  less  than  3  percent) ,  beginning  in 
the  second  quarter  of  1991.   Like  the  1990  recession  countries, 
Japan  eased  its  monetary  policy  in  1991,  beginning  in  the  middle 
of  the  year. 

Germany  was  also  a  separate  case.   Like  Japan,  Germany 
boomed  through  the  first  quarter  of  1991,  and  then  entered  a 
recession  —  at  least  by  the  standard  U.S.  definition  of  two 
quarters  of  declining  output.   But  unlike  Japan  and  other 
re  ission  countries,  Germany  continued  to  tighten  monetary  policy 
th  oughout  1991,  with  the  last  of  three  interest  rate  increases 
CO  .ng  in  December.   Also  unlike  Japan,  Germany's  strong  economic 
gr-.-th  in  1990  and  early  1991  led  to  r^^age  and  price  pressures. 
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The  final  case  is  that  of  the  remaining  countries  of  Western 
Europe,  including  France  and  Italy,  and  even  —  again  —  the 
United  Kingdom.   Monetary  policy  everywhere  in  this  group  was 
heavily  influenced  by  German  monetary  policy  because  all 
currencies  in  the  region  were  tied  in  one  way  or  another  to  the 
German  mark.   In  some  cases,  the  peg  to  the  mark  was  direct,  and 
in  other  cases,  it  was  indirect  through  the  ecu.   In  1991,  the 
currency  tie  to  the  mark  prevented  most  countries  in  this  group 
from  significantly  lowering  interest  rates,  despite  slow  growth 
and  low  inflation.   In  the  case  of  the  United  Kingdom,  the  tie  to 
the  mark  meant  that  monetary  policy  was  eased  only  slightly, 
despite  a  severe  recession.   For  Sweden,  it  meant  a  sharp, 
temporary  increase  in  interest  rates,  when  the  krona  came  under 
attack  in  October,  despite  the  fact  that  the  Swedish  economy  was 
in  its  worst  downturn  since  before  World  War  II. 

B.  Economic  Trends  Outside  the  Industrial  Countries 

Our  best  information  suggests  that  the  economic  situation 
(measured  by  output  growth)  in  Africa  and  Latin  America  was 
better  in  1991  than  in  the  previous  year.   The  continuing 
economic  impact  of  the  Persian  Gulf  crisis  contributed  to  a 
decline  in  output  in  the  Middle  East,  during  L991.   Asi2Ln 
countries  continued  to  grow  rapidly  but  Eastern  Europe  suffered 
from  the  short-term  effects  of  market  reform.   The  positive 
influence  that  might  have  been  provided  by  a  cyclical  upturn  in 
the  industrial  countries  did  not  materialize,  though  lower 
interest  rates  had  positive  effects. 

In  the  political  arena,  the  destruction  caused  by  warfare  in 
the  Persian  Gulf  and  Liberia  ended;  important  decisions  were  made 
about  the  future  of  the  former  Soviet  Union;  and  structural 
reform  policies  in  a  number  of  Latin  American  and  African 
countries  began  to  have  positive  effects.   With  the  end  of  the 
war  in  the  Persian  Gulf,  petroleum  prices  returned  to  pre-crisis 
levels.   This  had  a  positive  terms-of -trade  effect  for  net  energy 
importers,  offset  by  a  loss  for  energy  exporters. 

Economic  growth  in  Africa  is  estimated  by  the  IMF  to  have 
risen  from  1.0  percent  in  1990  to  1.5  percent  for  1991. 
Agricultural  production  was  generally  up  compared  with  1990. 
Cereal  production  in  North  and  West  Africa  was  as  much  as  2  5 
percent  higher  than  in  1990.   Offsetting  these  developments  were 
unfavorable  conditions  for  agriculture  in  Cape  Verde  and  Zimbabwe 
(inadequate  rain),  Liberia  (civil  strife),  Mauritania  (irregular 
and  below  average  rainfall) ,  and  Sierra  Leone  (rebel  activities 
along  the  border  with  Liberia) . 

Economic  growth  resumed  in  the  Western  Hemisphere  during 
1991  (rising  to  2.9  percent),  while  the  average  rate  of  inflation 
fell  from  about  650  percent  to  163  percent.   In  a  quantitative 
sense,  this  reflects:  (l)  Argentine,  and  to  a  lesser  extent 
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Peruvian,  recovery  from  recession  as  well  as  successful  anti- 
inflation  policies  in  these  countries;  (2)  the  continued 
outstanding  success  of  the  Mexican  economy;  and  (3)  failure  of 
the  Brazilian  economy  to  improve  on  disappointing  performance  in 
1990.   A  side  effect  of  increasing  prosperity  in  Latin  America 
and  other  Western  Hemisphere  countries  has  been  a  substantial 
increase  in  U.S.  exports  to  the  area  amounting  to  more  than  $9 
billion  in  1991  alone. 

Output  in  the  Middle  East  and  Other  Europe  group  rose  by 
5.4  percent  in  1990,  but  is  estimated  to  have  been  held  to  0.3 
percent  in  1991  due  to  sharp  economic  contractions  in  Iraq  and 
Kuwait.   Growth  in  Saudi  Arabia  was  strong  in  1991  largely 
because  of  increased  oil  production  and  government  spending. 

The  Persian  Gulf  crisis  continues  to  have  a  significant 
impact  on  developments  in  the  Middle  East  a  year  after  the 
fighting  ended.   Many  of  the  economic  effects  of  the  war 
continued:  disruption  to  production  and  trade;  displacement  of 
the  labor  force;  and  the  development  of  large  shifts  in  financial 
flows. 

UN  sanctions  severely  limited  Iraqi  participation  in  world 
trade  in  1991.   This  also  had  a  substant.ial  negat:ive  impact  on 
Jordan  due  to  its  dependency  on  Iraqi  trade.   In  Kuwait, 
departing  Iraqi  soldiers  damaged  700  wells  and  destroyed  or 
damaged  virtually  all  refinery  and  export  facilities.   Initially, 
all  2  million  barrels  per  day  of  Kuwait  capacity  was  eliminated, 
but  production  has  largely  been  restored  and  exports  have 
resumed.   By  November  1991,  the  last  of  the  fires  was 
extinguished  and  by  January  1992,  output  had  reached  550,000 
barrels  per  day. 

Saudi  Arabia  increased  crude  petroleum  production  from  the 
1990  level  of  6.4  million  barrels  per  day  to  8.2  million  barrels 
per  day  in  1991.   This  increase  in  Saudi  oil  production  came  late 
in  1990  and  was  maintained  throughout  1991,  causing  a  one  time 
bulge  in  growth. 

From  an  economic  development  point  of  view,  Asia  comprises 
two  distinct  groups  of  economies,  the  Dynamic  Asian  Economies 
(DAEs)  and  all  the  others.   The  DAEs,  including  Taiwan,  I    ng 
Kong,  Korea,  Singapore,  Thailand  and  Malaysia,  showed  the  best 
economic  performance  among  all  developing  countries  in  1991. 

Korean  GDP  grew  v  about  8.3  percer   in  1991.   After  years 
■>f  export-led  growtt    he  economy  has  be    propelled  in  recent 
ears  by  domestic  d'  -nd,  particularly  t...  construction  component 
of  fixed  capital  formation.   The  growth  of  domestic  demand 
exceeded  the  growth  of  output  and  the  current  account  shifted 
from  a  surplus  in  1989  to  -"  ^f  icits  of  $2  1   billion  in  1990  and  an 
estimated  $8.3  billion  in    1. 
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In  Singapore,  GDP  rose  by  an  estimated  6.7  percent  last 
year,  despite  a  large  decline  in  export  growth  (to  only  7.4  per- 
cent in  1990) .   In  Taiwan,  growth  dipped  in  1990  to  just  under  5 
percent  but  rebounded  to  an  estimated  7.2  per  cent  in  1991.   Hong 
Kong  was  more  affected  by  the  slowdown  in  industrial  countries; 
real  GDP  grew  by  about  4  percent  in  1991. 

Among  other  Asian  countries,  the  U.S.  and  China  have  a 
substantial  trading  relationship.   Chinese  growth  accelerated 
from  5.2  percent  in  1990  to  7.0  percent  in  1991,  led  by  exports 
of  labor-intensive  light  manufactured  products.   Success  in  this 
export  promotion  policy,  combined  with  a  tightening  of 
administrative  controls  on  imports,  has  shifted  the  trade  balance 
from  a  $5.6  billion  deficit  in  1989  to  an  estimated  $8.9  billion 
surplus  in  1991. 

The  emerging  economies  of  Eastern  Europe  have  made  substan- 
tial progress  over  the  past  two  years  in  achieving  macroeconomic 
stabilization  and  establishing  the  legal  and  institutional  basis 
for  private  enterprise.   But  this  process  is  far  from  complete, 
and  has  in  the  meantime  reduced  output  substantially.   Some  of 
the  reasons  for  reduced  output  are  structural,  including  the 
elimination  of  "junk  production;"  collapse  of  trade  by  and  with 
the  Soviet  Union;  and  simple  market  dislocation.  Old  markets 
have  disappeared  and  new  markets  are  still  in  the  process  of 
development. 

Two  other  factors  may  be  less  serious:  the  restrictive 
short-term  side  effects  of  macroeconomic  stabilization  policy 
(expected  to  become  less  burdensome  over  time)  and  the  fact  that 
official  data  do  not  adequately  measure  private  sector  activities 
which  are  growing,  in  some  cases  replacing,  state-run  activity. 

As  a  result  of  some  or  all  of  these  influences,  real  GDP  in 
1991  is  estimated  to  have  declined  by  25  percent  in  Bulgaria;  16 
percent  in  Czechoslovakia;  7.1  percent  in  Hungary,  12  percent  in 
Romania,  17  percent  for  the  former  Soviet  republics,  and  8 
percent  in  Poland. 
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PART  III;  PROJECTED  DEVELOPMENTS  IN  1992  AND  1993 
(See  Appendix  Tables  for  forecast  details.) 
A.   U,8.  Economic  Performance 

1.  Grovth  and  Inflation 

The  U.S.  economy  grew  at  an  annual  rate  of  2.9  percent 
during  the  first  quarter  of  1992,  propelled  by  increased  personal 
consumption  expenditure  and  strong  exports.   In  the  second 
quarter,  these  components  of  demand  weakened  in  a  pattern 
reminiscent  of  the  second  half  of  1991;  growth  slowed  to  1.5 
percent.   In  the  third  quarter  growth  strengthened  to  2 . 7 
percent.   The  Fund  has  projected  that  growth  will  be  about  1.9 
percent  in  1992  (U.S.  mid-session  projection:  2.0  percent)  and 
3.1  percent  in  1993. 

In  the  coming  quarters,  activity  should  pick  up  momentum. 
The  cuts  in  interest  rates  in  the  second  half  of  1991  and  in  1992 
are  expected  to  support  gains  in  consumer  and  business  spending 
by  reducing  household  and  business  debt-servicing  costs  and 
facilitating  balance  sheet  adjustment.   This,  in  turn,  should 
help  boost  both  business  and  consumer  confidence  with,  positive 
consequences  for  residential  and  business  investment.   Once  the 
economy  begins  to  grow  more  rapidly,  businesses  ar&   expected  to 
expand  inventories.   While  sluggishness  in  the  world  economy  is 
currently  hampering  U.S.  export  growth,  the  depreciated  exchange 
value  of  the  dollar  should  improve  competitiveness  of  U.S. 
products  both  in  the  U.S.  market  and  elsewhere. 

The  inflation  picture  in  the  United  States  is  quite 
favorable  at  the  present  time.   The  IMF  projects  overall 
inflation  at  3 . 1  percent  for  both  1992  and  1993.   This  is 
slightly  lower  than  the  average  for  major  industrial  countries. 
U.S.  inflation  is  expected  to  remain  low  because  several  years  of 
slow  growth  have  eased  tightness  in  labor  markets  and  created 
excess  capacity  in  many  industries,  thereby  relieving  inflation 
pressures. 

2.  Trad«  and  current  Accounts 

The  IMF  has  prepared  a  forecast  of  the  U.S.  current  account 
deficit  for  1992  ($35  billion)  and  1993  ($55  billi;  )  which  is 
$25  billion  lower  than  our  estimate  for  this  year  and  about  $15 
billion  lower  than  our  estimate  for  next  year.   We  believe  that 
the  current  account  deficit  will  rise  from  the  $4  billion  in 
1991,  to  $60  billion  in  1992,  because  of  the  phaseout  of  Persian 
Gulf  related  transfers  (-$42  billion) ;  an  small  increase  in  net 
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services  and  investment  income  receipts  ($4  billion) ;  and  a  $22 
billion  deterioration  in  the  merchandise  trade  balance.   The  Fund 
staff  may  not  have  fully  taken  into  account  the  weaker  outlook 
for  exports  due  to  the  slowdown  in  Europe  and  Japan  and  hence  may 
not  anticipate  the  extent  of  deterioration  in  the  U.S.  trade 
balance  coming  this  year. 

The  deterioration  which  we  forecast  for  1992  and  1993  is 
mainly  a  cyclical  phenomenon.   When  economic  activity  in  other 
countries  improves,  we  would  expect  to  see  correction  based  on 
favorable  competitiveness  developments  in  the  U.S.  economy.   This 
view  is  substantiated  by  information  published  by  the  Bureau  of 
Labor  Statistics  that  strongly  supports  an  optimistic  view  of 
U.S.  export  competitiveness.   The  Bureau  computes  indices  which 
allow  comparison  of  unit  labor  cost  in  the  U.S.  with  unit  labor 
cost  in  twelve  foreign  economies.   The  latest  estimate  (prepared 
in  December  1991)  shows  that  U.S.  unit  labor  costs  in  U.S.  dollar 
terms  rose  by  less  than  1  percent  from  1989  to  1990,  while 
European  unit  labor  costs  rose  14  to  2  3  percent  in  U.S.  dollar 
terms.   Although  Japanese  manufacturers  did  even  better  in  1990 
than  the  U.S.  manufacturers  —  their  unit  labor  costs  expressed 
in  U.S.  dollars  fell  by  3  1/2  percent  because  of  yen  depreciation 
(which  was  five  percent)  —  1991  yen  appreciation  against  the 
dollar  (7  percent)  is  very  likely  to  have  erased  their  advantage. 

B.   Other  Industrial  Countriea 

1.   Grovth  and  Inflation 

Before  the  exchange  market  crisis  in  September  1992,  a 
consensus  had  emerged  that  growth  in  the  G-7  countries  would  be 
moderate  this  year  and  next.   The  most  recent  IMF  forecast  for 
the  G-7  countries  reflected  this  view;  it  showed  growth  of  1.7 
percent  in  1992  and  3.0  percent  in  1993.   However,  after  the 
crisis,  the  Fund  forecast  for  Germany,  France,  the  United 
Kingdom,  and  Italy  is  much  less  certain. 

In  Canada,  the  economy  is  still  expected  to  pick  up  as  a 
result  of  the  sharp  decline  in  Canadian  interest  rates;  higher 
export  prices;  and  the  budget  for  the  1992-1993  fiscal  year, 
which  began  in  April  1992.   Lower  interest  rates  will  stimulate 
residential  construction  while  exports  will  respond  to  increased 
growth  chiefly  in  the  United  States.   For  these  reasons  the  IMF 
forecasts  growth  accelerating  from  2.1  percent  in  1992  to  4 . 4 
percent  in  1993. 

Japan ^s  growth  in  1992  is  expected  to  be  considerably  lower 
than  in  1991.   The  1992  growth  rate,  projected  by  the  IMF  at  2 . 0 
percent,  would  be  the  lowest  since  1974.   The  recent  fiscal 
expansion  program  and  the  gradual  lowering  of  interest  rates  by 
the  Bank  of  Japan  in  1991-92  should  help.   Growth  in  1993  is 
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expected  by  the  Fund  to  approach  3.8  percent. 

In  Western  Europe,  as  noted,  overall  conditions  are 
influenced  heavily  by  developments  in  Germany  and  the  effects  of 
the  currency  crisis.   The  IMF  forecast,  prepared  before  the 
exchange  market  crisis,  puts  German  growth  at  1.8  percent  in 
1992.   Their  forecast  reflects  optimism  about  an  increase  in 
exports.   Recent  assessments,  however,  reflect  a  more  cautious 
view  about  export  growth  and  appear  to  leave  the  fate  of  the 
economy  to  the  mercy  of  domestic  demand  and  interest  rate 
conditions.   Although  the  Bundesbank  is  not  likely  to  allow 
significant  reductions  in  current  high  interest  rates  until  it  is 
persuaded  that  inflation,  wage  settlements  and  monetary  growth 
are  at  acceptable  levels,  investment  is  nevertheless  expected  to 
begin  recovering  in  1992  as  a  result  of  government  housing 
programs.   Consumption  could  be  stimulated  following  the 
expiration  of  the  income  tax  surcharge  in  July  1992.   Consumption 
may  also  benefit  somewhat  from  anticipatory  buying  prior  to  the 
increase  in  the  value  added  tax  rate  in  January  1993.   The  Fund 
has  projected  German  growth  at  2 . 6  percent  in  1993. 

In  the  case  of  Germany,  it  is  uncertain  whether  the  result 
of  the  September  1992  currency  crisis  will,  on  balance,  be 
favorable  or  not.   The  appreciation  of  the  DM  will  reduce  the 
price  of  imports,  and  reduce  foreign  demand  for  German  exports. 
Both  of  these  results  should  have  a  favorable  impact  on 
inflation,  and  in  time,  help  to  convince  the  Bundesbank  that  it 
is  feasible  to  lower  interest  rates.   Suspension  of  the 
obligation  to  intervene  in  the  exchange  market  on  behalf  of  the 
lira  and  pound  will  also  make  it  easier  to  control  monetary 
growth.   On  the  other  side  of  the  equation,  the  appreciation  of 
the  DM  will  adversely  affect  the  competitiveness  of  German  goods 
and  cut  export  growth  in  the  short  run. 

Recovery  in  France,  too,  will  depend  in  part  on  developments 
in  Germany,  particularly  the  level  of  interest  rates  and  their 
transmission  throughout  the  EC.   A  negative  effect  of  the  recent 
crisis  was  the  need  to  raise  interest  rates  in  France  to  defend 
the  exchange  rate.   Although  real  GDP  growth  should  recover 
somewhat  in  1992,  to  2.2  percent,  it  will  remain  below  potential. 
As  in  1991,  export  growth,  particularly  to  Germany,  will  be  the 
economy's  brightest  spot.   By  1993,  capacity  utilization  should 
have  improved  enough  that  investment  will  also  contribute  to 
growth  wiich  should  accelerate  to  2.7  percent. 

Until  September  1992,  the  participation  of  the  pound  in  the 
ERM  was  an  important  limitation  on  monetary  policy  in  the  U.K. . 
as  well  as  a  strong  incentive  for  labor  and  management  to 
exerci-^  restraint  in  prices  and  wages  increases.   With 
withdr   al  of  the  pound  from  the  iiRM,  it  is  unclear  whether 
possit  =;  increased  Jilexibility  in  monetary  policy  will  be  more 
import   t  for  the  growth  outlook  than  the  loss  of  credibility 
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suffered  by  the  failure  of  the  exchange  rate  peg  approach  to  U.K. 
monetary  policy.   Given  the  very  poor  prospects  in  store  for  the 
economy  in  1992  (-0.8  percent),  it  is  at  least  possible  that  the 
net  effect  of  withdrawal  will,  in  the  end,  prove  positive. 

The  Italian  lira  was  also  withdrawn  from  the  ERM  in 
September,  but  it  is  too  soon  to  know  what  effect  this  will  have 
on  Italian  growth  and  price  stability.   A  recovery  in  Italy  is 
also  expected  in  1992,  but  it  may  prove  to  be  even  more  modest 
than  in  France.   The  IMF  projects  growth  of  1.3  percent  in  1992 
and  1.5  percent  in  1993.   The  uptrend  would  be  supported  by  a 
modest  recovery  in  investment,  but  significant  fiscal  stimulus. is 
ruled  out  because  the  budget  deficit  is  already  so  large.   In 
fact,  a  major  effort  to  contain  the  deficit  has  been  introduced. 

Turning  to  inflation,  the  widespread  success  in  lowering 
inflation  in  1991  is  expected  to  be  repeated  in  1992  and  1993. 
For  instance,  in  the  United  Kingdom,  wage  settlements  have 
recently  been  running  between  5  and  6  percent,  and  trending 
downward.   As  a  result,  inflation  is  likely  remain  under  4 
percent  through  1993.   In  France,  inflation  is  expected  to  remain 
around  3  percent.   In  Italy,  inflation  is  expected  to  decline  to 
around  5  percent.   In  Japan,  wage  demands  are  moderating,  and  a 
further  modest  decline  in  consumer  price  inflation,  to  the  2 
percent  range,  is  expected  in  1992  and  1993. 

Even  in  Germany,  inflation  is  expected  to  decelerate  during 
the  course  of  1992  (although  the  average  rate  would  be  higher 
than  in  1991) .   The  deceleration  partly  reflects  lower  1992  wage 
settlements  and  partly  technical  factors  related  to  the  July  1991 
excise  tax  increases.   The  subsequent  inflation  decline  promises 
to  be  slow,  however,  despite  weak  economic  growth  and  rising 
unemployment  in  the  west,  because  nearly  all  wages  are  set  by 
industry  negotiations,  and  depend  importantly  on  inflation  in  the 
prior  year.   Also  working  against  lower  inflation  will  be  a  one 
percentage  point  increase  in  the  value  added  tax  in  January  1993. 
This  will  add  directly  almost  a  percentage  point  to  inflation, 
and  could  increase  the  size  of  1993  wage  settlements  as  well. 

Inflation  in  Canada  is  on  course  to  hit  the  "zero  inflation 
target"  announced  jointly  by  the  Department  of  Finance  and  the 
Bank  of  Canada  in  February  1991.   Specifically,  the  goal  is  to 
achieve  2  percent  inflation  by  the  end  of  1995,  with  further 
reductions  thereafter  until  "price  stability  is  achieved."   In 
1992  and  1993,  inflation  is  expected  to  be  around  2  percent. 
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2.  Trad«  mnd  current  Accounts 

The  aggregate  current  account  deficit  of  $10.6  billion 
recorded  for  the  G-6  (large  industrial  countries  other  than  the 
U.S.)  in  1991  is  expected  by  the  IMF  to  shift  to  a  surplus  of 
about  $23.4  billion  in  1992  and  $18.4  in  1993.   (See  forecasts  in 
Appendix  Table  3.)   The  1992  improvement  results  from  a  larger 
Japanese  surplus.   The  small  decline  in  the  surplus  in  1993 
results  from  small  current  account  deteriorations  for  four  out  of 
six  economies  (all  except  France  and  Germany) . 

Although  German  imports  are  expected  to  moderate  in  1992  and 
1993  compared  with  recent  history,  no  major  improvement  is 
expected  in  Germany's  trade  balance  because  exports  will  be 
adversely  affected  by  slow  foreign  growth.   As  a  result, 
Gennany's  current  account  deficit  will  worsen  to  $22  billion  in 
1992.   On  the  other  side  of  the  ledger,  external  transfers 
inflated  in  1991  by  the  Persian  Gulf  crisis,  are  expected  to 
recede  to  nearly  pre-crisis  levels  ($22.0  billion)  in  1992. 

There  is  little  room  in  this  forecast  for  growth-stimulating 
effects  from  Germany  to  other  economies  in  1992  and  1993.   Tight 
German  monetary  policy  and  efforts  to  tighten  fiscal  policy  also 
limit  the  scope  for  expansionary  monetary  policy  in  other 
Europeam  countries  and  reduce  demand  transmitted  to  other 
economies  through  trade.   A  further  small  downwztrd  adjustment  in 
the  current  account  deficit  is  expected  in  1993,  to  $9  billion. 

Japan's  current  account  surplus  is  expected  by  the  Fund  to 
rise  substantially  in  1992,  and  then  recede  slightly  in  1993.   We 
think  that  the  IMF  staff  is  correct  about  1992,  but  we  are  not 
persuaded  that  the  Japanese  surplus  will  fall  in  1993.   In  both 
forecasts,  most  of  the  increased  1992  surplus  comes  from  the 
trade  account,  and  we  do  not  foresee  a  shrinking  trade  surplus. 
Also  important  are  investment  income,  other  services,  and 
official  transfers;  investment  income  is  expected  to  increase  but 
there  will  be  offsetting  payments  fc-  tourism,  transport  .tion, 
licenses,  and  royalties 
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The  causes  of  a  rising  Japanese  merchandise  trade  surplus 
are  no  mystery.   The  Japanese  economy  is  currently  growing  more 
slowly  than  in  recent  years;  the  IMF  expects  both  GNP  and  total 
domestic  demand  to  rise  by  just  2.0  and  1.8  percent  respectively, 
year-over-year  in  1992.   This  compares  to  a  growth  rate  over  5 
percent  in  1990,  and  growth  averaging  over  4-1/2  percent  in  the 
six  previous  years.   Given  the  slow  growth  in  the  Japanese 
economy,  the  low  projected  increase  in  import  volume  is  quite 
consistent  with  past  experience;  indeed,  Japan's  current  account 
surplus  could  rise  by  more  than  the  IMF  has  projected. 

C.   Projections  for  Non-Industrial  Countries 

Prospects  for  developing  countries  are  importantly  affected 
by  industrial  country  growth.   But  prospects  also  depend 
crucially  on  progress  made  toward  implementing  reform. 

Countries  in  Latin  America,  including  Mexico,  have 
instituted  market-oriented  policies  which  provide  a  sound  base 
for  growth  while  improving  price  stability.   With  sound  policies 
widely  in  place,  growth  in  Latin  America  is  expected  to  continue 
in  the  2.5  to  3.0  percent  range  in  1992. 

Output  in  the  Middle  East  will  recover  from  the  effects  of 
the  Gulf  Crisis  in  1992,  although  the  situation  of  Iraq  is 
something  of  a  question.   Kuwaiti  reconstruction,  slightly  higher 
oil  export  revenues,,  and  renewed  private  sector  confidence  are 
expected  to  lead  to  a  sharp  increase  in  output  in  1992. 

The  NIEs  (Taiwan,  Hong  Kong,  Korea,  Singapore)  along  with 
Thailand  and  Malaysia,  are  expected  to  continue  to  enjoy  rapid 
economic  growth;  GDP  is  estimated  to  have  grown  by  7 . 4  percent  in 
1991,  and  they  are  expected  to  do  nearly  as  well  in  1992. 

The  countries  of  Eastern  Europe  are  in  a  period  of 
fundamental  economic  and  political  transition  which  is  essential 
for  their  long  term  prosperity  but  which  could  last  for  a 
protracted  period  of  time.   While  almost  all  of  these  countries 
have  made  important  progress  toward  implementing  reform,  only  one 
or  possibly  two  of  them  can  realistically  expect  to  increase 
output  in  1992.   For  most  of  the  others,  the  turnaround  could 
occur  in  1993  or  1994. 

Economic  developments  among  the  former  Soviet  republics 
cannot  be  forecast  with  much  precision  at  this  juncture. 
Nonetheless,  their  outlook  for  growth  in  the  years  ahead  is  good 
if  the  potential  inherent  in  their  vast  natural  resources  and 
educated  labor  force  can  be  realized  through  implementation  of 
market  oriented  reforms. 
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PART  IV t  POLICY  ISSUES 

The  industrial  countries,  particularly  the  G-7  (Summit) 
countries,  need  to  implement  actions  to  improve  conditions  for 
economic  recovery  and  sustained  growth.   In  addition  to  the 
benefits  such  an  approach  confers  on  the  industrial  countries 
themselves,  such  policies  would  enhance  prospects  for  a 
successful  transition  to  democratic,  market-oriented  systems  in 
Eastern  Europe  and  the  former  Soviet  Union,  and  will  facilitate 
the  growth  that  market  reforms  are  making  possible  in  the 
developing  countries. 

The  July  8,  1992  statement  by  the  Group  of  Seven  Heads  of 
State  and  Government  and  the  President  of  the  European  Community 
was  particularly  appropriate  in  this  context.   Paragraphs  4,  9 
and  10  of  the  statement  read  in  part  as  follows: 

Strong  world  economic  growth  is  the  prerequisite  for  solving 
a  variety  of  challenges  we  face  in  the  post-Cold  War 
world. . .  We  are  committed,  through  coordinated  and 
individual  actions,  to  build  confidence  for  investors, 
savers,  and  consumers...  We  pledge  to  adopt  policies  aimed 
at  creating  jobs  and  growth. 

While  this  emphasis  on  growth  is  important,  the  specific 
policies  to  achieve  this  objective  for  each  country  will 
necessarily  depend  on  the  concrete  circumstances  in  which  each 
country  finds  itself.   As  this  Report  has  shown,  inflation  has 
declined  significantly  in  most  industrial  countries,  and 
prospects  are  for  low  inflation  to  continue.   Thus,  carefully 
selected  fiscal  and/or  monetary  expansion  measures  may  be 
appropriate. 

Structural  measures,  designed  to  make  markets  operate  more 
efficiently,  are  also  important  for  all  the  industrial  economies. 
The  United  States  has  placed  particular  emphasis  on  the  removal 
of  structural  barriers  to  higher  levels  of  growth  and  global 
trade.   In  addition  to  U.S.  efforts  in  the  G-7  context,  much  has 
been  done  in  other  areas  as  well,  as  the  following  examples 
indicate. 

In  the  Structural  Impediments  Initiative  (SII) ,  the  United 
States  and  Japan  continue  to  work  to  remove  obstarles  in  their 
economies  to  further  reductions  in  p"ternal  pay^  'i,s  imbalances. 
This  pre  ess  has  now  been  underway     three  y      and 
signif ic  .nt  progress  has  been  made  .   a  variet     areas  to  open 
up  the  Japanese  economy  to  imports  of  foreign  c     ,  services  and 
investments.   Nevertheless,  many  structural  imp    ents  remain. 
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Negotiations  for  the  North  American  Free  Trade  Agreement 
(NAFTA) ,  which  is  aimed  at  creating  a  free  trade  area  for  both 
goods  and  services  among  the  United  States,  Canada  and  Mexico, 
were  successfully  concluded  in  August  1992  and  the  text  was 
transmitted  to  Congress  in  September. 

The  Enterprise  for  the  Americas  seeks  to  expand  trade  and 
growth  within  the  Western  Hemisphere  countries,  reducing  barriers 
to  U.S.  exports  and  ameliorating  developing  country  debt 
problems.   Talks  to  open  financial  markets  in  Asian  countries  are 
continuing. 

The  developing  countries  also  have  major  responsibilities 
for  their  own  long-term  economic  growth  and  development,  and  for 
strengthening  the  international  system  upon  which  all  countries 
depend.   There  is  no  substitute  for  an  open,  market-oriented 
approach  to  regulatory  and  structural  policy,  and  sound  and 
balanced  fiscal  and  monetary  policies.   Excessive  government 
intervention  should  be  eliminated;  prices,  interest  rates  and 
exchange  rates  should  reflect  market  forces;  investment  policies 
should  encourage  a  return  of  flight  capital  and  greater 
engagement  of  foreign  investors;  and  trade  policies  should  focus 
on  increasing  domestic  integration  with  the  global  economy. 

A  satisfactory  conclusion  of  the  Umotiav  Round  of  trade 
negotiations  would  strengthen  consumer  and  business  confidence 
and  could  make  an  important  contribution  to  global  economic 
growth.   Reform  of  global  agricultural  trade  would  be 
particularly  important  in  assuring  this  objective. 
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PART  V!  IMPACT  OF  TRADE  BARRIERS 

The  Congress  requires  the  reporting  of  foreign  barriers  to 
U.S.  trade  in  the  National  Trade  Estimate  Report  on  Foreign  Trade 
Barriers,  as  revised  by  Section  1304  of  the  Omnibus  Trade  and 
Competitiveness  Act  of  1988.   The  law  also  requires 
quantification,  where  feasible,  of  the  estimated  effects  of 
individual  barriers  to  U.S.  exports  of  goods  and  services  and  on 
U.S.  foreign  direct  investment.   This  National  Trade  Estimate 
Report  was  sent  to  the  Congress  on  March  30,  1992.   For  a  listing 
of  foreign  trade  barriers  and  their  impact  on  U.S.  trade  and 
investment,  the  Congress  is  referred  to  the  National  Trade 
Estimate  Report. 

There  are,  however,  certain  fundamental  observations  which 
can  be  made  regarding  the  impact  of  foreign  trade  barriers  on 
U.S.  trade.   Trade  barriers  can  and  do  have  substantial  impact  on 
exports,  imports,  production  and  trade  balances  for  specific 
product  areas  and,  to  a  lesser  extent,  for  specific  U.S. 
bilateral  trade  relations.   However,  trade  barriers  may  have 
little  impact  on  the  aggregate  imbalance  in  U.S.  trade  in  the 
long  run.   Macroeconomic  factors  play  the  major  role  in 
determining  trade  balances. 

Summing  the  estimated  effects  of  individual  trade  barriers 
would  overestimate  the  impact  of  the  elimination  of  foreign  trade 
barriers  on  the  U.S.  trade  balance.   The  "partial  equilibrium" 
framework  in  which  trade  barrier  effects  are  usually  estimated, 
in  fact,  precludes  the  drawing  of  any  derivative  implications  of 
specific  trade  barriers  for  the  aggregate  trade  balance. 

Trade  barriers  have  particular  economic  importance  because 
they  introduce  microeconomic  inefficiencies  (resource  mis- 
allocation)  in  production  and  impose  real  costs  on  the  nation. 
They  impair  productivity  and  restrict  the  growth  in  real  incomes. 
However,  their  effect  on  aggregate  trade  balances  or  the 
projection  of  aggregate  trade  balances  is  limited. 
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STATISTICAL  APPENDIX  TO 
AMNUAL  TRADE  PROJECTION  REPORT  -  1992 
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Economic  Performance  of 
Industrial  Countries  and  Country  Groups 


1992F      1993F 
United  States  0.8%       -1.2%      1.9%      3.1% 

Memorandum: 
Administration  GDP 
Estimates  of  July  1992  0.8  -1.2  2.0%  3.0% 


Table  : 

L 

Real  GDP/GNP 

Growth 

1990 

1991 

0.8% 

-1.2% 

0.8 

-1.2 

5.2 

4.4 

N.A 

0.9 

2.2 

1.2 

1.0 

-2.2 

2.2 

1.4 

-0.5 

-1.7 

?.4 

0_^ 

Japan  5.2  4.4  2.0  3.8 

Germany  N.A  0.9  1.8  2.6 

France  2.2  1.2  2.2  2.7 

U.K.  1.0  -2.2  -0.8  2.1 

Italy  2.2  1.4  1.3  1.5 

Canada  -0.5  -1.7  2.1  4.4 

Summit  7  2.4  0.6  1.7  3.0 

All  Industrial  Countries   2.4  0.6  1.7  2.9 

(Except  the  U.S.)  3.4  2.0  N.A  N.A 


Annual  averages;  source  for  1992-93  forecasts:  IMF  World  Economic 
Outlook.  October  1992.   Estimates  for  total  Germany. 
N.A  -  Not  Available 
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Economic  P«rformanc«  of 
Industrial  Countries  and  Country  Groups 


United  States 

Japan 

Germany* 
France 
U.K. 
Italy 

Canada 

Summit  7 


Tab],e 

L_i 

Consumer 

Prices 

1990 
5.4% 

1991 
4.3% 

;992F 
3.1% 

1993F 
3.1% 

3.1 

3.3 

2.2 

2.4 

2.7 
3.4 
9.5 
6.1 

4.5 
3.1 
5.9 
6.4 

4.9 
2.9 
3.8 
5.6 

4.2 
2.8 
3.0 

5.1 

4.8 

5.6 

1.6 

2.0 

5.9 

4.3 

3.3 

3.2 

Annual  averages;  source  for  1992-93  forecasts:  IMF  World  Economic 
Outlook.  October  1992. 

*1990  data  is  for  west  Germany  only. 
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Table  3 

Current  Account  Balances 
($  billions) 

1990  1991        1992F       1993F 

U.S.                      $  -90.4  $  -3.7      $-34.7      $-54.5 

Japan                     +35.8  +72.9 

Germany                   +47.2  -19.8 

France                   -9.7  -5.9 

U.K.                       -30.4  -11.2 

Italy                     -14.7  -21.1 

Canada                     -22.0  -25.5       -20.1       -20.8 

Summit  7 

G-7  (excl.  U.S.) 


110. 

,4 

+100.9 

-21. 

.8 

-8.6 

-1. 

.2 

-0.4 

-18. 

.8 

-19.2 

-25. 

.0 

-33.4 

-94.2 

-14.3 

-11.3 

-36.1 

6.2 

-10.6 

23.4 

18.4 

-104.3 

-23.0 

-?3.0 

-?6.0 

All  Industrial  Countries  -104.3 


1991  figures  reflect  special  effects  of  Gulf  crisis  transfers. 
Source  for  1992-93  forecasts:  IMF  World  Economic  Outlook.  October 
1992.   Estimates  for  Germany  include  both  east  and  west. 
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Table  4 

Economic 

:  Statistics  for  Deve 

loDina  Country  Grouos 

Current 

Real 

Account 

GDP 

CPI 

Year 

Balance 

Growth 

Chanae 

($  bns) 

(%) 

(%) 

Middle 

1990 

$-3.7 

5.4 

16.6 

East  and 

1991 

-50.5 

0.3 

22.1 

Other  Europe* 

1992 

-6.1 

9.9 

16.4 

1993 

-3.4 

8.7 

16.5 

Western 

1990 

-7.2 

-0.1 

649.7 

Hemisphere 

1991 

-19.9 

2.9 

163.2 

1992 

-26.0 

2.8 

178.9 

1993 

-27.9 

3.9 

87.6 

Asia 

1990 

-1.4 

5.5 

8.7 

1991 

-4.3 

5.7 

9.0 

1992 

-10.7 

6.9 

8.4 

1993 

-14.2 

6.6 

8.1 

Eastern 

1990 

-1.4 

-7.1 

142.2 

Europe 

1991 

-6.4 

-13.7 

134.9 

1992 

-2.9 

-9.7 

796.4 

1993 

-4.2 

2.4 

42.1 

Sourcas:   Staff 

estimates 

and  IMF  World  Economic 

:  Outlook. 

1992. 


*  Category  is  IMF  concept,  including,  inter  alia,  Egypt  and  Libya 
plus  Cyprus,  Malta,  and  Turkey. 
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